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Students’ Department
H. P. Baumann, Editor
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions

of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]
Examination in Accounting Theory

and

Practice—Part I

November 13, 1930, 1 P. M. to 6 P. M.

The candidate must answer the first three questions and one other question.

No. 3 (20 points):
You are called upon to audit the books of account and records of the S. P.
mills for the year 1929 and are given a copy of the trial balance, taken from the
books as at December 31, 1929, before closing, which is as follows:
Dr.
Cr.
12,205
Cash in bank and on hand.......................................... $
118,496
Accounts receivable......................................................
28,607
Yarn................................................................................
104,293
Goods in process...........................................................
9,467
Supplies...........................................................................
275
Fuel.................................................................................
99,097
Finished goods...............................................................
904
Insurance prepaid.........................................................
1,205
Interest prepaid............................................................
276,433
Plant and equipment...................................................
$
55,535
Accounts payable..........................................................
110,000
Notes payable...............................................................
1,521
Labor accrued...............................................................
29,875
Reserve for depreciation..............................................
2,000
Reserve for contingencies............................................
206,000
Capital stock.................................................................
104,456
Surplus............................................................................
55,234
Labor—weaving............................................................
20,429
“ —finishing...........................................................
4,210
Supplies used.................................................................
3,407
Repairs to machinery...................................................
10,249
Power and light.............................................................
5,200
Fuel............................................................... ..............
1,620
Insurance........................................................................
4,194
Taxes..............................................................................
9,998
Depreciation..................................................................
161,908
Factory overhead applied...........................................
641,455
Sales................................................................................
2,788
Discounts and allowances...........................................
482,018
Cost of goods sold.........................................................
24,298
Commissions—selling...................................................
8,783
Salaries—executive.......................................................
6,104
‘ ‘ —office..............................................................
1,684
Office and general expenses.........................................
7,132
Interest...........................................................................
14,420
Dividend on preferred stock.......................................
$1,312,750 $1,312,750
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In the course of the audit you discover (1) that machinery which cost
$4 ,280 was sold for $1,720, cash, and this amount was credited to plant-andequipment account (depreciation taken thereon amounted to $1,284); (2) that
among the accounts receivable an account of $12,925 for goods billed at regular
selling prices actually represented merchandise on consignment (the in
ventory value of this merchandise was determined to be $8,404); (3) that pre
paid insurance was in excess to the extent of $121; (4) that depreciation charged
was overstated by $624, and (5) that accrued labor (finishing department) was
understated by $506.
Before making the corrections necessary from the above findings, you decide
to verify the inventories and make an analysis of the merchandise accounts.
From this analysis, you establish the following:
Goods in process (manufacturing)
Inventory—January 1, 1929............................................
$103,802
Yarn used.............................................................................
317,805
Overhead applied................................................................
161,908
Finished goods, transferred (see below)..........................
Waste sold............................................................................
Inventory—December 31, 1929.......................................

$477,164
2,058
104,293

$583,515

$583,515

Finished goods
Inventory—January 1, 1929.............................................
Merchandise transferred (see above)...............................
Cost of goods sold...............................................................
Inventory—December 31, 1929........................................

$103,951
477,164
$482,018
99,097
$581,115

$581,115

From the data given and facts disclosed prepare and submit your working
sheet, setting forth thereon all requisite adjustments, and present profit-andloss statement.
Solution:

Explanatory Adjusting Entries

Reserve for depreciation..........................................
Loss on sale of machinery.......................................
Plant and equipment...........................................
To record loss on sale of machinery.
Cost................................................. $4,280.00
Accumulated depreciation...........
1,284.00

$

1,284.00
1,276.00
$

2,560.00

Book value................................. $2,996.00
Amount received...........................
1,720.00
Loss.............................................

$1,276.00

(2)
Sales............................................................................
Accounts receivable..............................................
To reverse the billing of goods on consignment
entered as a sale.
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12,925.00
12,925.00
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Insurance ....................................................................
Insurance prepaid.................................................
To write off prepaid insurance “in excess.”
(4)
Reserve for depreciation..........................................
Depreciation..........................................................
To correct depreciation charge.
(5)
Labor—finishing........................................................
Labor accrued.......................................................
To record labor accrued in finishing depart
ment.
(6)
Inventory—goods in process, January 1, 1929. . .
Yarn used...................................................................
Factory overhead applied........................................
Finished goods transferred..................................
Waste sold..............................................................
Inventory—goods in process, December 31,
1929................................................................
To reverse entries to goods in process account.
(7)
Inventory—finished goods—January 1, 1929. . . .
Finished goods transferred......................................
Cost of goods sold.................................................
Inventory—finished goods, December 31,
1929.................................................................
To reverse entries to finished goods account.
(8)
Surplus........................................................................
Dividends on preferred stock.............................
To charge dividends paid on preferred stock
to surplus.
(9)
Goods in process—December 31, 1929..................
Finished goods—December 31, 1929.....................
Cost of goods sold.................................................
To set up adjusted inventories.

(10)
Inventory—goods on consignment........................
Cost of goods sold................................................
To set up inventory of goods on consignments
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$121.00

$121.00

624.00
624.00

506.00
506.00

103,802.00
317,805.00
161,908.00

477,164.00
2,058.00
104,293.00

103,951.00
477,164.00
482,018.00

99,097.00

14,420.00
14,420.00

95,797.55
91,024.82
186,822.37

7,719.43

7,719.43

The Journal of Accountancy
As will be seen by reference to the statement of cost of goods manufactured
and sold (exhibit A), the total of the actual labor and manufacturing expenses
amounted to:
Labor..................................................................
Manufacturing expenses..................................

$ 76,169.00
38,375.00

Total...............................................................

$114,544.00

The factory overhead applied, which apparently included a provision for labor
and manufacturing expenses, was $47,364.00 ($161,908.00 less $114,544.00)
in excess of that actually expended. Inasmuch as the overhead charged
in the accounts was incorrectly stated, it will be necessary to adjust the
inventories of goods in process and finished goods as at December 31, 1929,
and the cost of goods sold for the year.
Because such information as the relative component parts of costs (material,
labor and manufacturing expenses) which make up the opening and closing
inventories of work in process and the stages of completion of these inventories
is not given, a simple approximation somewhat as follows, may be used to
distribute the over-applied factory overhead.

On the basis

Work in process
Finished goods transferred..........................
Inventory—December
31, 1929......................
Total.......................

of overhead
applied
($161,908.00)

Percentage

$477,164.00

82.064

104,293.00

17.936

$581,457.00

100.000

of actual
overhead Difference
($114,544.00)
$438,295.45 $38,868.55

95,797.55

8,495.45

$534,093.00 $47,364.00

A similar approximation may be made to adjust the finished-goods account
which had been charged with $477,164.00 for the goods transferred to it from
the work-in-process account—an overcharge of $38,868.55.
On the theory of “ first in—first out, ” it may be assumed that the inventory
of finished goods of $103,951.00 on hand at January 1, 1929, was sold before
any of the finished goods transferred from work in process during the year.
On this basis, the book value (before adjustment) of the goods transferred and
sold during the current year would be $378,067.00, (cost of goods sold, $482,018.00 less opening inventory $103,951.00). In the following approximation,
the inventory value of the goods on consignment is set out from the cost of
goods sold, in order that the amount used in adjustment No. 10 may be deter
mined. Whether these goods were shipped from the inventory of January 1,
1929, or from the currently finished goods is not known. It is assumed in this
solution that they were finished “currently.”
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On the basis

of overhead
Percentage
Finished Goods
applied
Cost of goods transferred
and sold during the
year:
$ 8,404.00
1.761
Consigned..................
77.471
Sales............................
369,663.00

of actual
overhead

Total.......................
Inventory—December
31, 1929......................

$347,270.63 $30,796.37

Amount transferred to
finished goods............

$378,067.00

79.232

99,097.00

20.768

$477,164.00

100.000

$

Difference

7,719.43 $ 684.57
339,551.20 30,111.80

91,024.82

8,072.18

$438,295.45 $38,868.55

From the preceding information a schedule of the cost of goods sold may be
prepared.
On the basis

Cost of goods sold
Inventory—finished goods—Janu
ary 1, 1929
Cost of goods transferred and sold
during the year...............................

Cost of goods sold......................

of overhead
applied

of actual
overhead

Difference

$103,951.00 $103,951.00

369,663.00

339,551.20 $30,111.80

$473,614.00 $443,502.20 $30,111.80

Exhibit A
The S. P. Mills
Statement of cost of goods manufactured and sold for the year ended December
31, 1929
Inventory—goods in process, January 1, 1929 . . .
$103,802.00
Yarn used................................................................. $317,805.00
Less-—waste sales................................................
2,058.00 315,747.00

Labor:
Weaving...............................................................
Finishing..............................................................

$ 55,234.00
20,935.00

Manufacturing expenses:
Supplies used.......................................................
$ 4,210.00
Repairs to machinery...............................................
3,407.00
Power and light...................................................
10,249.00
Fuel.............................................................................
5,200.00
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76,169.00

....

(9) 186,822.37
(10) 7,719.43

55,234.00
20,935.00
4,210.00
3,407.00
10,249.00
5,200.00
1,741.00
4,194.00
9,374.00

Debit

$194,541.80

Credit

T he S. P. M ills
W orking papers, for the year ended December 31, 1929
Cost of goods
Adjustm ents
m anufactured and sold

Debit
Credit
Debit
Credit
Cash in bank and on hand. $ 12,205.00
Accounts receivable ...........
118,496.00
(2) $12,925.00
Y a rn ......................................
28,607.00
Goods in process ................
104,293.00
(9) $95,797.55 (6) 104,293.00
Supplies ................................
9,467.00
F u el ........................................
275.00
Finished goods ....................
99,097.00
(9) 91,024.82 (7) 99,097.00
Insurance prepaid .............
904.00
(3)
121.00
Interest prepaid ..................
1,205.00
Plant and equipm ent .........
276,433.00
(1) 2,560.00
Accounts payable ..............
$55,535.00
Notes payable .....................
110,000.00
Labor accrued .....................
1,521.00
(5)
506.00
Reserve for depreciation. .
29,875.00(1)
1,284.00
(4)
624.00
Reserve for contingencies.
2,000.00
Capital stock ......................
206,000.00
Surplus .................................
104,456.00(8) 14,420.00
Labor — w eaving ................
55,234.00
$
Labor — finishing ................
20,429.00
(5)
506.00
Supplies used ............................
4,210.00
Repairs to m achinery
3,407.00
Power and lig h t .................
10,249.00
F uel .......................................
5,200.00
Insurance .............................
1,620.00
(3)
121.00
T axes ...........................................
4,194.00
D epreciation .......................
9,998.00
(4)
624.00
Factory overhead applied.
161,908.00(6) 161,908.00
Sales ......................................
641,455.00(2) 12,925.00
Discounts and allowances.
2,788.00
Cost of goods sold .............
482,018.00
(7) 482,018.00

Trial balance
December 31, 1929

$

2,788.00

D ebit

$628,530.00

Credit

Profit and loss

95,797.55
9,467.00
275.00
91,024.82
783.00
1,205.00
273,873.00

Debit

$ 12,205.00
1055, 7 1 . 00
28,607 00

2,027 00
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2 000 00
206 ,000 00
90,036 00

27 967 00

$55,535.00
110,000.00

Credit

Balance-sheet
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14,420.00

$24,298.00
8,783.00
6,104.00
1,684.00
7,132.00

(10)

7,719.43

(7) 103,951.00

103,951.00

(6) 103,802.00
$103,802.00
(6) 317,805.00
317,805.00
(7) 477,164.00 (6) 477,164.00
(6) 2,058.00

(8) $14,420.00
(1) $1,276.00

443,502.20 443,502.20
134,238.80

2,058.00

1 684 00
7,132.00

$24,298.00
8,783.00
6,104.00

7,719 43

$1,276.00

134,238.80

T otals ..............................$1,312,750.00 $1,312,750.00 $1,390,327.80 $1,390,327.80 $640,102.00 $640,102.00 $628,530.00 $628,530.00 $627,803.80 $627,803.80

Y arn used ............................
Finished goods transferred
W aste sold ...........................
Inventory — finished goods
— January 1, 1929 .........
Inventory — goods on con 
signm ent ..........................
Cost of goods sold .............
Profits for the y ear ...........

Loss on sale of machinery.
Inventory — goods in proc 
ess— January 1, 1929...

Dividend on preferred

In terest .................................
stock .............................

Commissions— se llin g ....
Salaries — executive ...........
Salaries — office ....................
Office and general expenses

Students’ Department
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Insurance................................................................
Taxes.......................................................................
Depreciation..........................................................

$ 1,741.00
4,194.00
9,374.00 $ 38,375.00

Total manufacturing cost................................
Deduct:
Inventory—work in process—December 31,
1929.................................................................

$534,093.00

Cost of goods manufactured...................................
Add:
Inventory—finished goods—January 1, 1929. .

$438,295.45

Total...................................................................
Deduct:
Inventory—finished goods, December 31, 1929
On hand..........................................................
On consignment................................................

$542,246.45

95,797.55

103,951.00

$ 91,024.82
7,719.43

98,744.25

$443,502.20

Cost of goods manufactured and sold...................

Exhibit B
The S. P. Mills

Statement of profit and loss for the year ended December 31, 1929
Sales............................................................................
Less—discounts and allowances.............................

$628,530.00
2,788.00

Net sales.................................................................
Deduct—cost of sales................................................

$625,742.00
443,502.20

Gross profit on sales.................................................
Deduct—expenses:
Commissions—selling...........................................
Salaries—executive...............................................
Salaries—office......................................................
Office and general expense..................................

$182,239.80

$ 24,298.00
8,783.00
6,104.00
1,684.00

40,869.00

Net profit from operations......................................
Deduct—-interest paid...............................................

$141,370.80
7,132.00

Net profit for the year (before provision for federal
income taxes).....................................................

$134,238.80

No. 4 (15 points):
Several companies, manufacturing the same—or similar—products, realize
that the keen and ill-advised competition which is constantly being encoun
tered is creating unprofitable conditions, and the officers of the companies be
lieve that a merger of all interested companies, coupled with the retirement
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(from active participation in the conduct of the business') of a number of n; '
executives who are in receipt of excessive salaries, is the nl pr e ’
adopt.
At a conference of the interested parties, at which the proposal disccussed, you were instructed to outline the accounting procedure to be f- 11
and the financial statements to be submitted by the respective companies.
Prepare the necessary memoranda, embodying therein all the instructions
you would issue and the recommendations you would offer, to the end that the
accounts of all companies involved may be thoroughly illuminating and may
set forth all pertinent facts.
Note.—The time devoted to the answer to this question should not exceed
forty minutes.
Solution:
Memorandum to the Officers of the--------- Companies Regarding the
Proposed Merger
In order to prepare a plan of merger, it will be necessary that certain informa
tion pertaining to the financial condition and operations of all of the companies
interested in the proposed merger be made available to the accountants, Blank
and Company of--------- . This plan will outline the basis for a merger agree
ment to be consummated upon satisfactory verification by the auditors and
appraisers of the facts and figures presented therein.
Information desired

(1) A detailed statement of assets and liabilities as of December 31, 1925,
1926, 1927, 1928, 1929, and 1930.
(2) A statement of profit and loss, and surplus, by years, for the last five
years ended on the same dates as the balance-sheets. The profit-andloss statements should give as much detail as possible, particularly as
to general, selling, administrative, and other expenses. The cost of
manufacturing should be divided into material used, labor, and manu
facturing overhead.
(3) Indicate the expenses incurred by your company each year for general,
selling, and administrative expenses, which, in your opinion, could be
performed by the central office under the proposed plan.
(4) A statement of salaries paid each year to the officers and stockholders,
and the number of shares held by each person receiving a salary.
(5) Amounts owed by or payable to officers, stockholders or principal em
ployees of the company.
(6) Names of officers and directors, and number of shares of stock owned by
each.
(7) A statement of the number of shares and the par value of each class of
stock outstanding at the present time with information as to the prefer
ence of any one class over another.
(8) A statement of any authorized bond issue, giving the par value of the
bonds outstanding, the maturity thereof, the interest rate, the security
thereof, and any other pertinent information such as any callable or
conversion privileges, etc.
(9) A statement of the various classes of fixed assets (land, buildings, ma
chinery, etc.) showing the book values, fair market values, depreciation
rates applied to each class of property, and the annual amounts of
depreciation charged.
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(10) Description of any property leased by the company, and the date of
expiration of the lease.
(11) List any contingent liabilities, such as law suits, etc.
(12) State the approximate extent to which production in your plant could be
increased without material increase in your plant facilities.

As very little work can be done in preparing the plan until the last reply has
been received, it is requested that the information be sent as promptly as
possible.
Yours very truly,
No. 5 (15 points):
“Annual payments made by a corporation under an annuity contract entered
into in consideration for the conveyance of realty to the corporation are de
ductible to the extent that each annual payment is in excess of the present
value of such payment at the time the contract was entered into. . . .
“ Cost of real estate acquired under an annuity contract is fixed for deprecia
tion purposes as the sum of the present values, at the time the contract was
made, of the annuity payments to be made over the life expectancy of the
annuitant.”
This quotation is the synopsis of an income-tax case recently decided. The
vendor was an individual who was expected to live for about twelve years and
was to receive equal annual payments in advance during his life. The pur
chaser was a real-estate corporation.
Using your own figures, which may be approximations, explain and discuss
this synopsis.
Solution:
The question states that the vendor is expected to live “ about twelve years, ”
and is to receive equal annual payments during his lifetime, whether that be
more or less than his expectancy of life. However, to determine the cost of
the real estate for depreciation purposes it is necessary to know how many
payments would be made if the vendor’s death should occur at the exact end
of his life expectancy. “About twelve years” is a little vague, particularly in
view of the fact that the annual payments are due in advance. This uncer
tainty, however, is not material to the point involved in the question; and we
shall therefore assume that twelve annual payments of $1,000.00 each are
expected.
On a 6% basis, the present value of, and the discount applicable to, each of
these twelve payments, are shown below:
Beginning
of year
1.. ..............................
2. .
3. . ..............................
4. .
5. . ..............................
6. .
7. . ..............................
8. .
9. . ..............................

Annual
payments
$ 1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
1,000.00
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Present
value
$1,000.00
943.40
890.00
839.62
792.09
747.26
704.96
665.06
627.41

Discount

$

56.60
110.00
160.38
207.91
252.74
295.04
334.94
372.59
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10........................ ............
11........................ ............
12........................ ............

$ 1,000.00
1,000.00
1,000.00

$

Total............... ............

$12,000.00

$8,886.89

$

591.90
558.40
526.79

408.10
441.60
473.21

$3,113.11

According to the synopsis quoted, the portion of each annual payment de
ductible as interest for tax purposes would be the amount shown in the column
headed “discount”: nothing the first year, $56.60 the second year, and so on.
But if the total of the present values, $8,886.89, is accepted by the govern
ment as the cost of the real estate for depreciation purposes, it follows that,
after paying the first $1,000.00 at the beginning of the first year, a liability of
$7,886.89 exists during the first year. At the beginning of the second year,
when another $1,000.00 is paid, the payment should be apportioned between
interest and the principal of the debt as follows:
Payment. .
Interest for one year on liability of $7,886.89 at 6%.....................

$1,000.00
473.21

Balance to be applied on principal....................................................

$

526.79

The liability is reduced by this second payment as follows:
Liability on principal during first year.............................................
Less portion of payment applicable to principal.............................

$7,886.89
526.79

Balance of liability

$7,360.10

The error inherent in the decision quoted may become more apparent if we
contrast the results obtained by applying that decision with the results ob
tained by the method just indicated:

Liability during first year...............
Accrued interest at end of first year:
6% of $7,886.89............................
Application of payment...................

Unpaid balances:
0n principal. .
On interest. . .

Per method
indicated
$7,886.89

Per decision
$7,886.89

943.40

$473.21
56.60

526.79

$473.21
473.21

$7,360.10

$6,943.49
$416.61

None

The fallacy of the method outlined in the decision becomes apparent when
we realize that it runs contrary to established commercial practice which re
quires that partial payments be applied to the full payment of accrued interest
before making any application in reduction of the principal.
The deductible interest applicable to each annual payment, computed in
accordance with commercial practice and the theory of annuities, is shown in
the following tabulation:
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Beginning
of year

1

2

Table of reduction

Unpaid balance . . $7,886.89
Interest (6 % of
$7,886.89)...........
473.21

5

6

7

$5,212.37
1,000.00

Balance................... $4,212.37
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441.60

558.40

408.10

591.90

372.59

627.41

334.94

665.06

295.04

704.96

1,000.00

1,000.00

Balance................... $4,917.33
Interest (6% of
$4,917.33)..........
295.04
Total.......................
Payment................

526.79

1,000.00

Balance................... $5,582.39
Interest (6% of
$5,582.39)..........
334.94

Total....................... $5,917.33
Payment.................
1,000.00

473.21

1,000.00

Balance................... $6,209.80
Interest (6% of
$6,209.80)..........
372.59
Total....................... $6,582.39
Payment.................
1,000.00

$1,000.00

1,000.00

Balance................... $6,801.70
Interest (6% of
$6,801.70)..........
408.10
Total....................... $7,209.80
Payment.................
1,000.00

None

$

Balance................... $7,360.10
Interest (6% of
$7,360.10)..........
441.60
Total....................... $7,801.70
Payment.................
1,000.00

4

Deductible
interest Principal

Cost of real estate $8,886.89
Payment.................
1,000.00 $ 1,000.00

Total....................... $8,360.10
Payment.................
1,000.00

3

Payments

1,000.00
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8

Interest (6%
$4,212.37). $ 252.74

Total.......................
Payment................

9

$4,465.11
1,000.00

Balance.................. $3,465.11
Interest (6% of
$3,465.11).
207.91
Total.......................
Payment................

10

$252.74

$3,673.02
1,000.00

Balance................... $2,673.02
Interest (6% of
$2,673.02).
160.38
Total....................... $2,833.40
Payment................. 1,000.00

11

Balance................... $1,833.40
Interest (6% of
$1,833.40).
110.00
Total.......................
Payment................

12

$1,943.40
1,000.00

Balance...............
$ 943.40
Interest (6% of
$943.40).
56.60
Total....................... $1,000.00
Twelfth Payment. . 1,000.00

$747.26

$1,000.00

207.91

792.09

1,000.00

160.38

839.62

1,000.00

110.00

890.00

1,000.00

56.60

943.40

1,000.00

$12,000.00 $3,113.11 $8,886.89

Totals.................
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